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ZALE CORPORATION 

ZALE CORPORATION is one of America's largest specialty retailing 
firms and the world's leading retailer of jewelry merchandise. In addition to 
jewelry, the Company has operating divisions engaged in the retailing of 
footwear, drug-store products, sporting goods, and home furnishings. While 
retailing comprises most of its business, Zale Corporation is also a wholesaler 
of precious gems internationally, and of military insignia and industrial and 
consumer electronics products. 

Founded in 1924 in Wichita Falls, Texas, Zale Corporation today is head¬ 
quartered in Dallas, Texas, and has some 1,680 retail outlets in 49 states, 
Guam, Puerto Rico, Canada, and the United Kingdom. Main branch locations 
are in New York City; Atlanta, Georgia; San Antonio. Texas; San Juan, Puerto 
Rico; London, England; and Tel Aviv, Israel. 

Zale Corporation is listed on the New York Stock and Pacific Stock Ex¬ 
changes under the symbol ZAL. The company has paid regular cash dividends 
annually since 1936, and has increased the cash dividend on its common stock 
each year since Fiscal 1973. 

For additional information about Zale Corporation, please contact; 

Robert E. Deitz 
Director of Public Relations 
Zale Corporation 
3000 Diamond Park Drive 
Dallas, TX 75247 
Phone; (214) 634-4465 
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Statement of Mission 

Our business is specialty retailing. Retailing is a people oriented business. 
We recognize that our business existence and continued success is dependent 
upon how well we meet our responsibilities to several critically important 
groups of people. 

Our first responsibility is to our customers. Without them we would have no 
reason for being. We strive to appeal to a broad spectrum of consumers, 
catering in a professional manner to their needs. Our concept of value to the 
customer includes a wide selection of quality merchandise, competitively 
priced and delivered with courtesy and professionalism. 

Our ultimate responsibility is to our shareholders. Our goal is to earn an 
optimum return on invested capital through steady profit growth and prudent, 
aggressive asset management. The attainment of this financial goal, coupled 
with a record of sound management, represents our approach toward influenc¬ 
ing the value placed upon our common stock in the market. 

We feel a deep, personal responsibility to our employees. As an equal 
opportunity employer we seek to create and maintain an environment where 
every employee is provided the opportunity to develop to his or her maximum 
potential. We expect to reward employees commensurate with their contribu¬ 
tion to the success of the Company, 

We are committed to honesty and integrity in all relationships with suppliers 
of goods and services. We are demanding but fair. We evaluate our suppliers 
on the basis of quality, price, and service. 

We recognize community involvement as an important obligation and as a 
viable business objective. Support of worthwhile community projects in areas 
where we operate generally accrues to the health and well being of the 
community. This makes the community a better place for our employees to 
live and a better place for us to operate. 

We believe in the free enterprise system and in the American democratic 
form of government under which this superior economic system has been 
permitted to flourish. We feel an incumbent responsibility to insure that our 
business operates at a reasonable profit. Profit provides opportunity for 
growth and job security. We believe growth is necessary to provide oppor¬ 
tunities on an ever-increasing scale for our people. Therefore, we are dedi¬ 
cated to profitable growth—growth as a Company, and growth as individuals. 

This mission statement spells out the creed by which we live. 


Financial Highlights 


Sales 

Net Earnings from Continuing Operations 
Loss on Discontinued Operations, Net of Tax 

Net Earnings 
Earnings per Share from 
Continuing Operations 

Loss per Share from 
Discontinued Operations 

Net Earnings per Share 
Dividends per Common Share 
Shareholders' Investment 
Shareholders’ Investment per Common Share 
Number of Common Shareholders 


For the Year Ended March 31 


1978* 

1977 

$790,556,000 

$677,827,000 

28,353,000 

33,193,000 

— 

(5,292.000) 

$28,353,000 

$27,901,000 

$2.11 

$2.48 

— 

$(.40) 

$2.11 

$2.08 

$ .91 

$ .86 

$340,662,000 

$324,785,000 

$25.38 

$24.16 

11,759 

12,294 


^During the fourth quarter of Fiscal 1978 the Company adopted the last-in, 
first-out (LIFO) method of accounting for substantially all of its diamond 
inventories. Technical restrictions imposed by income tax laws prohibit re¬ 
porting earnings for Fiscal 1978 and Fiscal 1977 on a comparable first-in, 
first-out (FIFO) basis. This change in accounting method reduced Fiscal 1978 
income taxes payable by approximately $11 million and reduced net earnings 
by $14.1 millon, or $1.05 per share. 
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LETTER TO SHAREHOLDERS 


TO OUR SHAREHOLDERS: 

IT IS A PLEASURE to report to you 
that Zale Corporation recorded new 
levels of business prosperity in Fiscal 
1978. 

For the year ended March 31, 1978, 
your company’s earnings totaled $28.4 
million, or $2.11 per share, on sales of 
$790.6 million. Final earnings of Fiscal 
1978, however, were sharply affected by 
a change made during the year in our 
system of accounting for diamond- 
product inventories. 

On a comparable basis, sales were up 
16.6 per cent. But 1978 reported earnings 
were significantly below Fiscal 1977, 
due to the dramatic impact created by a 
decision to switch to the last-in, first-out 
(LIFO) method of accounting for 
diamond inventories. 

Technical restrictions imposed by in¬ 
come tax laws prohibit the reporting of 
earnings for Fiscal 1978 and Fiscal 1977 
on a comparable first-in, first-out 
(FIFO) basis. 

However, it is possible to show com¬ 
parable results for the first three quar¬ 
ters of Fiscal 1978 with the same periods 
in the prior year, since the LIFO change 
was not implemented until the fourth 
quarter. The chart below illustrates this 
comparison of quarterly earnings as 
previously reported. For the nine 
months ended December 31. 1977, earn¬ 
ings of $40.4 million, or $3.01 per share, 
were 21 per cent greater than in the prior 
year. 

Earnings Per Share $3.01 



9 Months Fiscal 1977 1978 

See Quarterly Result* on page 34 for restate¬ 
ment of the first three quarters of Fiscal !97H for 
the effect of changing to LIFO , 

The change to the LI FO method in the 
fourth quarter was dictated by recent 
dramatic increases in the wholesale 
prices of diamonds. The effect on re¬ 
ported earnings for the 1978 Fiscal Year 
was a decrease of $14.1 million, or $1.05 
per share. 

Clearly, if the method of valuing 
diamond inventories had not been 
changed. Fiscal 1978 would have estab¬ 
lished new profit records when com¬ 
pared with the $33.2 million, or $2.48 per 
share, earned from continuing opera¬ 
tions in Fiscal 1977. 


Although FIFO earnings have been 
substantially reduced, we are convinced 
the change to the LIFO method is a good 
business decision because it represents 
a more conservative approach during a 
period of rising diamond prices, and 
because of the significantly favorable 
cash flow impact of approximately 
$11 million. 

This report contains an article on 
pages 12 through 20 explaining the 
background of the diamond business 
and the recent price increases that 
prompted us to review our accounting 
procedures. 

SEVERAL FACTORS contributed to 
our excellent performance in Fiscal 
1978. 

First, consumer spending patterns 
were strong throughout the fiscal year, 
especially during the all-important 
selling season that preceded the De¬ 
cember holidays. 

With our varied lines of specialty mer¬ 
chandise in jewelry, footwear, sporting 
goods, furniture, and drug-store pro¬ 
ducts, Zale Corporation experienced 
somewhat stronger increases than gen¬ 
erally recorded by the retail industry. 

A second reason for the health of our 
performance is that Zale Corporation 
was prepared to take maximum advan¬ 
tage of the strength of consumer de¬ 
mand. 

Early in the 1978 Fiscal Year, we 
began to see the results of an aggressive 
jewelry marketing plan. This plan in¬ 
cluded such components as new incen¬ 
tive programs for many of our store 
managers, inventory-planning proce¬ 
dures that guaranteed availability of 
fashion merchandise at all stores during 
periods of peak demand, and carefully 
controlled efforts to improve sales and 
profit performance at existing stores. 

SO, WE ARE PROUD of the "num¬ 
bers.” But numbers do not tell the entire 
story. For during Fiscal 1978 Zale Cor¬ 
poration took several assertive strides 
that should pay long-term benefits in 
addition to the short-term advantages 
that accrued. 

Your annual report for this year began 
with a statement of corporate mission 
that was adopted during the year. This 
statement clearly defines your com¬ 
pany's reason for existence. It is re¬ 
printed on page two of this report, and 
we urge you to read it in full. 

This statement is important because 
from it we developed explicit definitions 


of strategic objectives, operating 
philosophies, and management con 
trols. These, in turn, provide the basi 
for detailed, sophisticated planninj 
programs for the corporation and it 
operating divisions. 

These statements are too lengthy t< 
reproduce in full here, but suffice it t< 
note that they provide the frameworl 
for long-range strategic planning in sucl 
areas as: 

'Strengthening and improving our exist 
ing lines of business: 

This is our first priority, since profita 
ble growth from within provides a soun< 
basis for expansion, and assures firn 
control of the company’s affairs and fu 
ture. 

*Pursuing additional lines of business 

We will do so only if the new lines an 
allied to one of our existing lines or, i 
not allied, in a situation where manage 
ment capability is in place ... If th< 
expansion includes an opportunity t( 
acquire or develop a significant marke 
position . , . And if economic evalua 
tion indicates that we can achieve a rat* 
of return that is equal to or better thai 
our historical pattern. 

*Expansion in the international market 

The growing potential market in de 





^/eloped countries, primarily in Western 
Europe, and the increasing affluence in 
Jeveloping countries, present poten¬ 
tially attractive business expansion op¬ 
portunities, which will be evaluated in 
our long-range planning. Consistent 
with this policy, in Fiscal 1978 Zale Cor¬ 
poration acquired a 49 per cent interest 
in Grassie Jewelers Ltd., a Canadian 
chain of 14 fine jewelry stores. The 
Butler Shoe Division completed plans 
for its first overseas expansion, in 
Puerto Rico, and our retail jewelry op¬ 
erations in the United Kingdom were 
expanded by a net increase of five addi¬ 
tional stores. 

* Opportunism as a business attitude: 

In short, we will constantly seek new 
business opportunities and be prepared 
to move decisively. But we will strive to 
avoid speculative adventures, and will 
carefully evaluate each situation on its 
own merits. 

ANOTHER DEVELOPMENT dur¬ 
ing the year was the conclusion of the 
Securities Sc Exchange Commission's 
examination of the company’s affairs 
following the dismissal of the former 
treasurer in February 1976, and the 
events that followed. These matters, 
including the still-unresolved inquiry 


by the Internal Revenue Service, have 
been discussed in detail in earlier 
reports. 

However, one very positive result of 
the SEC examination was the election of 
three new directors to our Board at the 
meeting of shareholders in November 
1977. These three men — Mr. Alfred I. 
Davies, Mr. G. Myrph Foote, and Adm. 
John P. Weinel — are already making 
valuable contributions to our Board and 
Audit Committee. Their combined 
years of experience in management and 
administration add a strength and direc¬ 
tion to the conduct of Zale Corpora¬ 
tion’s business now and for many years 
in the future. 

WHILETHE RECORDS of success¬ 
ful performance in Fiscal 1978 and prior 
years make it tempting to be buoyantly 
optimistic about the future, that confi¬ 
dence must be tempered by certain stern 
realities. 

One is the trend in diamond prices and 
all that this can mean for the retail 
jewelry industry. The evidence seems to 
indicate that the market has absorbed 
the increases of the recent past, and can 
withstand increases in the future if they 
are reasonable. Even so, it will be im¬ 
perative as in the past for us to review 


continuously our price-range merchan¬ 
dise offerings. 

Another subject of broader concern is 
the weakness of the U.S. dollar abroad, 
with the unpleasant implications this has 
for America’s role in the community of 
nations. If the United States is to main¬ 
tain its pre-eminent position of 
economic leadership in the world, it is 
critical that our government restore bus¬ 
iness confidence worldwide by control¬ 
ling the resurgent flames of inflation, 
and by seeking to resolve the energy 
question in an equitable, reasoned man¬ 
ner. 

FINALLY, it is incumbent upon gov¬ 
ernment to assume co-equal responsibil¬ 
ity with business, labor, and the other 
major segments of our society for re¬ 
establishing the spirit of cooperation 
that has made our free enterprise system 
work so well. 

We have all witnessed the divisive re¬ 
sults of suspicion and hostility between 
leaders more concerned with con¬ 
stituencies than the common good. We 
have seen it in a prolonged coal strike 
that left schools closed and homes cold 
and darkened in bitter winter weath¬ 
er. .. In Congress, where agreement 
on critical issues is so elusive . . . In the 
countless thousands of bureaucratic 
skirmishes American business must 
fight each day simply to conduct the or¬ 
dinary affairs of commerce and industry. 

Without a renewed national spirit of 
mutual trust and trustworthiness at the 
highest levels of our political and 
economic leadership, we cannot expect 
to maintain our national momentum. 

But if we can regenerate that spirit, 
there should be no limit to what the 
American people can accomplish, under 
a democratic form of government they 
control and nourished by the rewards of 
the free enterprise system they sustain. 
Within such a framework, Zale Corpora¬ 
tion will take its chances. And we are 
confident that we will succeed. 

Respectfully, 


Ben Lipshy 

Chairman of the Board 


Donald Zale 
President 
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Board Chairman Ben Lipshy, seated, with President Donald Zale 


REVIEW OF OPERATING PERFORMANCE 


THE 1978 FISCAL YEAR was a 
period for consolidating benefits from 
past planning, and establishing a 
framework for achieving maximum re¬ 
sults from controlled growth in the 
future. 

A number of significant changes were 
made incorporate management systems 
and divisional staffing during the year. 
These are reported in more detail in ac¬ 
companying discussions of Group 
activities. 

Consumer demand for quality mer¬ 
chandise, especially fine fashion jewelry 
and footwear, continued to be strong. 
This was the result of several factors. 
One is the ever-increasing standard of 
living in America and our principal mar¬ 
ket areas. Another is the increased 
number of women entering the labor 
force, which has had a positive impact 
on disposable family income by raising 
the number of households with two 
wage earners. 

Zale Corporation stressed improving 
sales and profit potential at existing 


stores during Fiscal 1978. This was a 
necessary strategy, because Fiscal 1978 
was not a year of major expansion for 
your company. Capital expenditures 
during the fiscal year totaled $12.0 mill¬ 
ion, a decrease of $7.6 million, or 39 per 
cent, from the 1977 Fiscal Year. 

Zale Corporation’s marketing 
strategy depends to a degree on shop¬ 
ping center development, for our leasing 
policies permit us broad flexibility in 
pursuing the shifting patterns of con¬ 
sumer demographics. 

The development of new shopping 
malls is still recovering from the real 
estate recession of 1974, which re¬ 
stricted the potential for new-store 
growth. During the year, we opened a 
total of 87 new outlets and closed 57 
existing stores, for a net change of 30 
additional outlets. 

AS PREVIOUSLY NOTED in the 
Letter to Shareholders, a major de¬ 
velopment affecting our financial report¬ 
ing in Fiscal 1978 was the change to the 
last-in, first-out (LIFO) method of ac¬ 


counting for substantially all diamont 
inventories. In addition. Note I to the 
Financial statements comments on the 
change to LIFO. Now that we haw 
made this adjustment with diamond: 
and diamond-related merchandise, we 
will review in Fiscal 1979 the desirability 
of changing to the LIFO method for al 
other inventories, as well. 

ON BALANCE, Fiscal [978 providec 
reassuring evidence of the vitality o 
plans and procedures established ir 
prior years. Double-digit percentagt 
sales increases were recorded eacl 
month of the fiscal year. 

If general economic conditions do no 
deteriorate and retard growth in con 
sumer spending, the overall results o 
Fiscal 1978 and plans we have made fo 
the future give us reason to be optimistic 
about continued good performance it 
the coming months. 

A more detailed account of activitie: 
by the Corporation’s major Groups ap 
pears on succeeding pages. 


Sales 



FOOTWEAR 

GENERAL MERCHANDISE 
& DRUGS 

$485,778,000 

$116,927,000 

$187,851,000 

61.4% of Total 

14.8% of Total 

23.8% of Total 

Contribution To Profit 



| JEWEtm FOOTWEAR 


$61,820,000 $15,696,000 

76.2% of Total 19.3% of Total 


GENERAL MERCHANDIS1 
& DRUGS 

$3,625,000 

The numbers reported in the chart 4.5% of Total 

above as Group contributions to profit 
do not include unallocated corporate 
expenses, interest, and income taxes. 

For a summary of operations by busi¬ 
ness segments, please see page 35 of this 
report. 
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Jewelry Group 

THE JEWELRY GROUP expen¬ 
ded an increase in sales volume of 18 
>er cent over Fiscal 1977. A valid com- 
>arison of the group's increased con- 
ribution to operating profit from Fiscal 
978 to Fiscal 1977 cannot be made be- 
:ause of the change to the LIFO ac¬ 
tuating method for substantially all 
liamond inventories. Technical restric- 
ions prevent measuring profit perfor- 
nance on a comparable FIFO basis. 

Consumer demand for fashion 
ewelry, especially diamond and 
liamond-related merchandise, con- 
inued to be strong, lifting the Jewelry 
Jroup’s sales performance to new rec- 
>rd levels. 

Sales of large-stone diamond rings 
vere up considerably in the weeks be- 
ore previously announced diamond 
mice increases became effective, and 
>verall demand for diamond goods did 
lot slacken appreciably after the price 
ncreases. Equally impressive was a 
:ontinned strong demand for fashion 
nerchandise, such as pendants, neck- 
:hains, stickpins, and bracelets. Watch 
ales rose during the year, indicating 
hat the volume lost after the introduc- 
ion of lower-priced LED watches in 
976 is being regained by acceptance of 
iquid crystal display (LCD) and 
]uartz-analog timepieces. 

Sales performance by the Fine Jewel- 
ms Guild Division led the Jewelry 
jroup. One reason for this may have 
>een the general level of affluence and 
ophistication of the Division’s primary 
mstomer group — upper-income con- 
umers — whose purchases were stimu- 
ated by the rise in diamond prices 
md outlook for appreciation in jewelry 
values. 

The Zale Store Division continued to 
benefit from the repositioning, upgrad- 
ng, and controlling of its merchandise 
nix, and promotion as “The Diamond 
Store.' 1 New stores opened within the 
)ast two years began to reap the rewards 
)f these programs, and all stores in the 
Division benefited from a restructuring 
>f field supervision, which improved 
ommunications and operating effi- 
:iency from the regional level down- 
vard. 

The Catalog Division began to chart a 
lew marketing course during the fiscal 
'ear by opening a new, 60,000-square- 
oot store in Louisville, Kentucky, adja- 
ent to a planned new shopping mall. It 
sexpected that this store will establish a 



Diamond solitaire 



Quartz-Analog watch 


new direction from independent loca¬ 
tions to suburban shopping mall sites for 
our Catalog Division stores, with higher 
market profiles than catalog operations 
have had in the past. 

A new marketing direction also was 
taken during Fiscal 1978 by the Leased 
Jewelry Division. During the year, the 
Division began moving into the depart¬ 
ment store market by opening leased 
operations in three department store 
chains. 

A MAJOR PERSONNEL develop¬ 
ment in the Jewelry Group during the 
year was the promotion of Sel wyn Leeds, 
57, from the presidency of the Zale Store 
Division to Group Vice President/ 
Jewelry Merchandising, with responsi¬ 
bility for all jewelry procurement, man¬ 
ufacturing, and distribution activities 
for the corporation. The promotion thus 
completed a re-organization of Jewelry 
Group operations planned and an¬ 
nounced in Fiscal 1977. The reorganiza¬ 
tion is intended to improve jewelry op¬ 
erations by recognizing the separate but 
related functions of merchandising and 
marketing. 

Replacing Mr. Leeds as President of 
the Zale Store Division is C. J. “Chuck” 
Weismer, 40, who joined the Corpora¬ 
tion in 1958 and was Executive Vice 
President/Operations of the division 
prior to his appointiment as President. 

The Leased Jewelry Division also re¬ 
ceived a new President during the 1978 
Fiscal Yean Barry Martin, 38, was pro¬ 
moted to President of leased jewelry op¬ 
erations from the Zale Store Division, 
where he was Senior Vice President. 



C. J. “Chuck” Weismer 


Sel wyn Leeds 


Barry Martin 
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Footwear Group General Merchandise and Drugs Grouj 


THE STRENGTH of demand for 
women’s fashion footwear, especially 
boots, and a coincidence of calendar 
that provided two Easter selling seasons 
in one fiscal year, supplied the Footwear 
Group with sufficient momentum to set 
new records in sales and profit. 

In Fiscal 1978, the Footwear Group's 
$116.9 million in sales and $15.7 million 
contribution to profit represented in¬ 
creases of 19.3 per cent and 36.5 per cent 
respectively, over performance in Fiscal 
1977. 

One internal development of signifi¬ 
cance during the year was the combining 
of the Leased Division's 48 outlets last 
December into the Butler Shoe Division 
operations. 

This new, enlarged operation, which 
will be administered from the Butler Di¬ 
vision headquarters in Atlanta, should 
provide the framework for optimum 
merchandising, marketing, and man¬ 
agement efficiency in our footwear 
business. 

THE BUTLER DIVISION began a 
promising experiment during Fiscal 1978 
with the opening of boutique-style spe¬ 
cialty footwear outlets under the '‘Hot 
Feet’' store name in California and 
Arizona. These stores carry merchan¬ 
dise intended to appeal to more affluent, 
fashion-minded customers. Results of 
the pilot program will be evaluated 
throughout the 1979 Fiscal Year for pos¬ 
sible expansion into other markets. 

Butler also began planning in Fiscal 
1978 for its first overseas expansion, 
which will be in Puerto Rico in the Sec¬ 
ond Quarter of Fiscal 1979. 

WE WERE SADDENED to learn on 
December 15, 1977, of the death of 
Leased Shoe Division President Edward 
Eisele, 58, after an illness. Mr. Eisele 
served Zale faithfully for 10 years, and 
we join members of his family in mourn¬ 
ing their loss. 


TOTAL SALES were up 11.4 per 
cent, with strong gains in Drugs being 
offset by modest increases in General 
Merchandise classifications. 

Operating profits declined to disap¬ 
pointingly low levels. The Drug Di vision 
was adversely affected by lower gross 
margins and expenses associated with 
entering new market areas and expan¬ 
sion in existing markets. Sporting 
Goods results were constrained by im¬ 
balanced and excessive inventories, 
which limited needed expansion of sea¬ 
sonal inventories, and which also 
caused abnormal markdowns. 

A number of programs have been ini¬ 
tiated to correct problems and improve 
performance. More importantly, recent 
management additions and promotions, 
described below, are expected to pro¬ 
duce positive results, both immediately 
and increasingly over the long term. 

We believe the growth potential for 
this group is promising. The ever- 
increasing consumer demand for leisure 
and recreational goods, for example, 
should provide a healthy climate for the 
36 stores in our Sporting Goods Divi¬ 
sion. The Skillern Drug Division con¬ 
tinues to expand in the burgeoningTexas 
marketplace, with a net increase of 5 
stores opened in Fiscal 1978 to give the 
Division a total of 117 outlets as the 1979 
Fiscal Year began. The boom in new- 
home construction and sales of existing 
homes in Texas urban areas holds prom¬ 
ise for more customers for the J1 outlets 
of our Home Furnishings Division. And 



James Samuels 


the Aeroplex Newsstand operations a 
Dallas/Fort Worth Regional Airpor 
should continue to expand in proportioi 
to the increase in traffic at this vigor 
ously growing airline facility. 

AS THE FISCAL YEAR ended, th- 
corporation was pleased to acquire th< 
services of Janies Samuels, 38, as Cor 
porate Group Vice President of Genera 
Merchandise and Drugs. Mr. Samuels 
who joins us from the Boston-basei 
Filene's Division of Federated Depart 
ment Stores where he was Vici 
President/Stores, replaces Sol Hirsch 
69, who is retiring in October. 

Two new Divisional Presidents alsi 
were appointed during the 1978 Fisca 
Year. M. Wayne Majors, 38, formerb 
Senior Vice President/Administration 
was promoted to President of the Sport 
ing Goods Division. In the Skillern Dru; 
Division, John Davidson, 55, was pro 
moted from Executive Vice President t< 
President. 



“Hot Feet” outlet: Richmond, 
California. 
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Corporate Activity 

IMPROVING existing management 
and control procedures and laying the 
groundwork for a comprehensive plan¬ 
ning system occupied considerable at¬ 
tention in Fiscal 1978. 

The broad framework of corporate 
planning described earlier in this report, 
the statements of corporate mission and 
strategic objectives, were supplemented 
with detailed definitions of operating 
philosophies and management controls. 
These policies thus completed the 
parameters of our general planning sys¬ 
tem for future years. It is a disciplined 
system that provides us with a consis¬ 
tent planning format from the general 
corporate level downward through each 
division to each department. 

AS NOTED in the Letter to 
Shareholders, three new outside direc¬ 
tors were added to Zale Corporation’s 
Board at the shareholders’ meeting in 
November 1977. They were appointed 
to and constitute a majority on the 
Board’s Audit Committee, in fulfillment 
of the consent agreement reached with 
the Securities & Exchange Commission 
in August 1977. 

In addition to the election of direc¬ 
tors, the shareholders approved the 
selection of Arthur Andersen & Co, as 



Richard F. Mitchell 


William R , Long, Jr. 



independent auditors, and voted to 
adopt an employee stock-purchase plan 
and officers’ and key employees’ stock 
option plan. 

Cash dividends paid to shareholders 
during the year totaled $10,206,000, an 
increase of $576,000, or 6.0 per cent, 
over the prior year. Fiscal 1978 was the 
fifth consecutive year cash dividends on 
common shares were raised—from $.86 
to $.91 per share — and the 42nd con¬ 
secutive year of cash dividend payments 
to shareholders. 

SEVERAL SIGNIFICANT person¬ 
nel developments occurred at the corpo¬ 
rate level during the 1978 Fiscal Year. 

Richard F, Mitchell, 46, Senior Vice 
President and Chief Financial Officer of 
the Corporation, was also elected to the 
Board of Directors at the shareholder 
meeting. 

William R. Long, Jr., 34, was pro¬ 
moted from Assistant Controller to 
Controller. 

Jerry Gray, 39, was promoted to Vice 
President/Administration, with respon¬ 
sibilities for such important staff ser¬ 
vices as Personnel and Security. Mr. 
Gray previously was Vice President for 
Credit and Technical Services. 



Jerry Gray 
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Community Service 


GOOD CITIZENSHIP and service to 
the communities in which we operate 
and the world in which we live is funda¬ 
mental to Zale Corporation. This is rec¬ 
ognized in our Statement of Corporate 
Mission. 

To fulfill these obligations of citizen¬ 
ship and service, Zale Corporation in 
Fiscal 1978 supported many civic, cul¬ 
tural, educational, and social projects 
in communities throughout the 
United States. 

DURING THE YEAR, Zale distri¬ 
buted through its Corporate Contribu¬ 
tions Committee and the Zale Founda¬ 


tion some $685,000 to almost 200 or¬ 
ganizations in more than 30 states, in 
support of projects ranging from hospi¬ 
tal fund drives in California and Mas¬ 
sachusetts, to a parent education project 
in San Antonio, to a grant for the arts to 
the Dallas Ballet. 

Zale Corporation also utilizes a na¬ 
tional payroll deduction plan for 
employees, which permits funds 
pledged to United Way drives to be re¬ 
turned to their geographic origin. In this 
way, Zale employees help to build a bet¬ 
ter quality of life in the communities 
where they live. The Corporation also 


makes donations to United Way cam 
paigns in communities where we hav< 
outlets, and last year some $50,000 wa: 
distributed to local United Way agencie: 
across the nation in support of Scouting 
social services, and other United Wa) 
activities. 

As in prior years, in Fiscal 1978 Zale 1 ; 
support of community-service activities 
also took the form of contributions tc 
the separate Zale Foundation, whicl 
this year is involved in such projectsas < 
library-use program for day-care center: 
in Atlanta, and a children’s blood' 
disorder clinic in Brooklyn, N.Y. 
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Gem Identification Seminar in 
San Antonio, Texas . 


ONE OF THE MOST beneficial of 
Zale’s philanthropies over the years has 
been its Braille watch program. For the 
past four decades, Zale has responded 
to requests from all over the world for 
free Braille watches for impoverished 
blind people who cannot afford to buy 
such timepieces. In Fiscal 1978, approx¬ 
imately 2,000 Braille watches were dis¬ 
tributed worldwide through the U.S. 
Department of State, and in the United 
States through state associations for the 
blind, who supply the watches to indi¬ 
viduals, orphanages and schools. 

A RELATIVELY NEW community 
service program that acquired momen¬ 
tum during the year involved our efforts 
to help law enforcement agencies in the 
identification of stolen jewelry that has 
been recovered. 

Identifying stolen jewelry is a major 
problem for law enforcement officers, 
since it requires a special expertise that 
is not ordinarily a part of police training. 

So, in Fiscal 1977, under the direction 
of the Fine Jewelers Guild Division and 
coordinated by the Corporation’s Loss 
Prevention Department, Zale began 
conducting seminars across the nation 
to train selected police officers in iden¬ 
tifying gemstones and other jewelry. 
During the 1978 Fiscal Year, 12 of these 
seminars were conducted for federal, 
state or local law-enforcement person¬ 
nel in six states. 


Braille watch. 


oto courtesy of United Way of Dallas , 
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THE 

DIAMOND 

BUSINESS 


THE LURE OF DIAMONDS is time¬ 
less and irresistible. 

Indeed, diamonds are more alluring 
than ever before, if developments in the 
diamond industry for the past 18 months 
are any indication. 

Since the beginning of 1977, the 
wholesale diamond market has sus¬ 
tained three major wholesale price in¬ 
creases, attracting the attention of the 
investment community, the financial 
press, gem dealers, speculators, and 
consumers. 

In the five-year period beginning in 
1973 and ending December 31. 1977, 
U.S. imports of cut gem-quality 
diamonds increased 48 per cent, from 
approximately 2,360,000 carats to 
3,303,000 carats, according to the U.S, 
Depaitment of Commerce. The increase 
in the value of those diamonds, how¬ 
ever, was more striking. The Commerce 
Department placed a value of $361 mil¬ 
lion oncut gem diamond imports in 1973; 
by 1977, that figure had risen 123 per 
cent, to $806 million. 

Diamond prices have risen steadily at 
both the wholesale and retail levels, 
with 1977 and early 1978 witnessing a 
succession of increases by major 
suppliers before prices began leveling 
off in late spring. The most publicized 
increase was a 40 per cent surcharge 
levied on rough diamonds in early 
April, 1978, by DeBeers Consolidated 
Mines, Ltd., the world’s principal 
diamond producer. 

The price spiral appeal s to be over for 
the time being, in the view of many 
knowledgeable members of the interna¬ 
tional diamond community, among them 
Zale Corporation’s New York City- 
based diamond buyers. 

Will prices come down? Perhaps, for 
some categories of diamonds. But the 
consensus view seems to be that-if 
prices do recede from current levels 
they will not fall as low as pre-1977 
prices. Such a precipitious drop would 
be inconsistent with the history of 
diamond pricing and valuation. Fur¬ 
thermore, despite the price increases of 
the past 18 months — increases that 
won’t be fully reflected in the retail mar- 




Diamonds formed from carbon under the 
searing heat and crushing pressures of cen¬ 
turies of volcanic activity. Photo by R, 
Fiske , courtesy of The Smithsonian 
Institution. 

Inset: Enlarged photograph of 16.72 carat 
bjUlivnt Cut jUpmoftd. Courtesy of The 
Smithsonian Institution. 
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Sorted rough diamonds at Zale's New York City offices. 





Approximately I/700th of an ounce of 
diamond. 


Development of diamond-bearing rock for¬ 
mation, from volcanic activity to mining. 




ketplace until the fall of 1978 — there’s a 
general optimism in the retail jewelry 
industry about continued strong con¬ 
sumer demand for diamond rings and 
diamond-related fashion merchandise. 

SO THE DEMAND for diamonds is 
evident. What’s more difficult to explain 
is the psychology behind the demand. 

For diamonds are not the splinters of 
stars fallen from the heavens, as primi¬ 
tive man once believed. Unlike oik coal, 
or uranium, diamonds do not contain 
releasable energy. Nor, like gold or 
silver, are diamonds a politically recog¬ 
nized form of currency, however inter¬ 
national the recognition of a diamond’s 
value might be. 

A diamond is a piece of carbon that 
has been crystallized by searing vol¬ 
canic heat and crushing pressures for 
countless thousands of centuries. In its 
natural state, a diamond has little utili¬ 
tarian value and even less appeal as an 
adornment. Its unpolished surface usu¬ 
ally is rough, the interior’s sparkling 
brilliance concealed and clouded by ex¬ 
ternal flaws. 

What is it about the diamond, then, 
that has so fascinated people through 
the centuries? 

DIAMONDS ARE VERY RARE, for 
one thing. 

To recover a single carat in diamonds 
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nay require moving a ton or more of 
‘arth. But it has been estimated that 
;ince the first glistening stones were col- 
ected along stream banks in India some 
>,000 years ago, only about 200 tons of 
liamonds themselves have been taken 
‘rom the earth. 

That may sound like a lot, but if di¬ 
vided equally among the earth's popula- 
ion, each person would receive a mere 
/700th of an ounce of diamond — or a 
ipeck about the size of a fine grain of salt 
— as his or her share. 

The relative scarcity of diamonds may 
explain, then, why they have been more 
:oveted than any other gemstones 
hroughout history. As Mark Twain 
pointedly observed, “It is better to have 
dd second-hand diamonds than none 
it all/' 

Diamonds have long been symbols of 
vealth and power, and the traditional 
;ift to express enduring love and devo- 
ion. Through the ages diamonds have 
)een accorded mystical and magical 
jowers, curative properties as a 
nedicine, or fatal potency as a poison, 
diamonds have figured prominently in 
egends (Sinbad the Sailor), wars (Marie 
Vntoinette’s necklace, which helped 
park the French Revolution), fiction 
James Bond), and tempestuous ro¬ 
mance (Burton & Taylor). 


BUT IF DIAMONDS have always 
been an object of desire, in recent times 
their possession seems to have become 
even more precious to more people for 
more reasons. 

The appeal and affordability of 
diamond jewelry has been enhanced by 
a continuous and steady growth of 
middle-class affluence in the United 
States, Western Europe, and the indus¬ 
trialized democracies of the Far East. 

Political instability in the Middle East 
and occasional unrest in Western 
Europe have had their impact, too. For 
centuries, people in nations of these re¬ 
gions have tended to seek refuge in 
diamonds as a form of super-national 
currency to protect their wealth during 
unsettled times. So, since the end of 
World War II, there has been a steady 
accumulation of private diamond hold¬ 
ings in the Middle East and Western 
Eu rope. 

A third factor is the erosion of the 
dollar abroad. Diamond values are de¬ 
nominated in U.S. dollars. As the dol¬ 
lar’s worth has declined in relation to 
other currencies, the expressed price of 
diamonds has risen accordingly. 

These influences on diamond prices 
have been evident in the recent stock¬ 
piling of diamonds, primarily in Israel, 
France, Italy, and the U.S. 


The first rough diamonds were found along stream 
hanks and sea shores , 
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In Israel, for example, diamond deal¬ 
ers can borrow on trade credit at favora¬ 
ble interest rates (in the 6-to-7,5 per cent 
interest range) under a form of state sub¬ 
sidy. Therefore, it's profitable — at least 
temporarily — to borrow at this rate to 
buy and hold diamonds that are increas¬ 
ing in value at a rate that is considerably 
in excess of the loan’s interest pay¬ 
ments. The extent of Israeli diamond 
accumulation is reflected by this fact: 
Between 1975 and 1977, Israeli imports 
of all types of diamonds rose 93 per cent, 
from 5.8 million carats to 11.2 million 
carats, while exports increased only 20 
per cent, from 2.7 million carats to 3.55 
million carats last year. 

Different motivations have prompted 
hoarding and speculation in Italy, 
France, and the United States. In Italy 
and France, the cyclical strength of 
leftist political movements has been a 
factor urging private accumulation of 
diamond stocks, largely polished 
stones. In the U.S., both rough anc 
polished stones have been acquired b> 
investors entering the diamond trade 
much as they would rush into the com¬ 
modities business if, say, the price o: 
sugar or soybeans began moving sharply 
upward. 

Thus, many amateur speculators hav< 
entered the diamond trade, which ha: 
prompted warnings from officials o 
such organizations as the America] 
Gem Society and the Gemological Insti 
tute of America that the wholesale 
diamond business is risky for the inex 


Enlarged photograph of the rough 253., 
carat Oppenheimer Diamond from South Aj 
rica: A natural octahedral shaped diamom 
crystal . Courtesy of The Smith sonia. 
Institution . 



perienced buyer. 

THE RESULT of this Hurry of activ¬ 
ity and its attendant publicity has been 
to focus public attention on the diamond 
business to a degree that is more intense 
than at any time in recent history. 

In its broad operations, there's noth¬ 
ing especially complicated about the 
diamond business. Producers sell raw 
goods to wholesalers and manufactur¬ 
ers. who process the merchandise for 
retail distribution. 

What makes the business essentially 
different is that it is cloaked in the mys¬ 
tique that surrounds diamonds. Says 
Allen Ginsberg, President of Zale Cor¬ 
poration's International Diamond Divi¬ 
sion and the man primarily responsible 
for buying this most precious of gems 
for the company: “Every business is 
unique, but diamonds are exotic.' 1 

In its specifics, though, the diamond 
business is complicated. For one thing, 
there are some 2.000 different kinds of 
diamonds of almost every color, hue, 
and quality. Add to this the element of 
varying sizes, and you can begin to get 
an idea of how complicated pricing and 
valuation become, and why amateur- 
speculation is risky. 

Also, the processing (or manufactur¬ 
ing) stage is delicate and labor-intensive, 
requiring the finely trained skills of 
experienced cutters, shapers, and 
polishers who can transform a rough 
stone to retail quality without damaging 
the diamond's valuable properties and 
still achieve the greatest yield. 


A third difference in the specifics of 
the diamond business is a rigidly con¬ 
trolled source of international supply 
dominated by the DeBeers mining firm. 
While this control has been criticized 
periodically by some guardians of the 
free-market system, it nonetheless has 
operated as an extremely efficient way 
of matching supply and demand — so 
efficient, in fact, that it has been found 
useful by approving governments 
ranging in political philosophy from 
Botswana's emergent democracy to the 
established communism of the Soviet 
Union, both of which have participated 
with DeBeers in the diamond trade. 

THE FIRST LINK in the diamond 
chain is at the mine. 

Diamonds are mined in several ways, 
depending upon where they are found. 
As with many gold discoveries, the first 
evidence of diamonds was in and along 
stream beds, where diamonds were 
“panned” just as gold was. As technol¬ 
ogy advanced, so did recovery methods. 
And today diamonds are taken from the 
earth from vast open pits or deep under¬ 
ground shafts, or from the seas by 
dredging. 

Most of the major modern discoveries 
of diamonds have been in what are 
called “pipes’ 5 like the ones in the illus¬ 
tration on page 14. These pipes are 
ancient fissures in the earth that were 
filled with a special kind of rock known 
as kimberlite, which contained within it 
the seeds of carbon that crystallized into 
diamonds as the thousands of centuries 



... Foreshore mining in South West Africa. 
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passed. A kimberlite pipe is often tulip¬ 
shaped, and may be several thousand 
feet deep. The deeper the pipe is mined, 
fewer diamonds of quality usually are 
found. 

Initial sorting of the diamonds into 
broad gem and industrial categories is 
done at the mine and a secondary sorting 
office for diamonds produced in South 
Africa and South West Africa, which are 
among the world's largest suppliers of 
gem diamonds. Other nations have 
separate sorting operations. At this 
point, the Central Selling Organization, 
or CSO as it is known, steps into the 
picture. 

THE CSO is a consortium of diamond 
marketing companies that controls 
some 80 to 85 per cent of the world's 
diamond supply, and which traces its 
roots to the DeBeers mining company. 
The idea of regulating supply was con¬ 
ceived at DeBeers in the 19th Century, 
but not born until the dark days of 
worldwide depression in the 1930s, 
when the demand for diamonds with¬ 
ered because of general economic 
conditions. 

Most of the world’s rough diamonds 
that eventually will grace rings. 


necklaces, and other jewelry enter the 
market at the CSO’s stately offices on 
Charterhouse Street in London. 

Here, the diamonds are sorted again, 
this time into specific gem categories 
graded for quality and value. All sorting 
work done by the CSO’s staff of approx¬ 
imately 350 people is done in the neutral 
north light, which is best suited forjudg¬ 
ing a stone's purity and color. Finally, 
the diamonds are parceled into what are 
called "sights," packages of rough 
gemstones, which seek to accommodate 
— insofar as it is possible —the specific 
needs of selective buyers. 

Obviously, not any passerby can 
wander in from Charterhouse Street and 
start buying diamonds. One qualifica¬ 
tion — and it’s not the first — is that a 
buyer have the ready cash to spend a 
minimum of $300,000 for a "sight” ten 
times a year. Reputation and experience 
in the diamond industry are also criteria 
for being accepted as a buyer. So it’s not 
surprising that the CSO's list of ap¬ 
proved buyers to whom it will sell num¬ 
bers around 300, and only some 60 of 
these are from the United States. Most 
of the buyers are manufacturers, who 
cut, polish, and finish the diamonds for 



Diamond manufacturing at Zale's New York 
City facility: 



Marking with India ink for sawing ... ... Sawing the diamond ... ... Brating, or shaping , the diamond ... ... Faceting . 






eventual retail distribution. Some arc 
wholesalers, who re-sell the rough 
jiamonds to manufacturers. Zale Cor¬ 
poration is the leadingjewelry retailer to 
puy rough stones from the CSO. 

Prices of the “sights” are pre¬ 
determined by the CSO, and a buyer has 
he option of either rejecting or accept- 
ng the goods offered for sale. There may 
pe occasional bargaining over the prices 
issigned to a particular large rough 
diamond, but for the balance of rough 
jiamonds in a '‘sight 1 ' the price tag as¬ 
signed by the seller is firm. 

Although jewelry retailing is Zale 
Corporation's principal line of business, 
he company also has developed an in- 
ernational wholesale diamond business 
is a result of its dealings with the CSO. 

(Zale Corporation does not buy 
jiamonds to hold for speculative pur¬ 
poses, but seeks to purchase only those 
quantities of diamonds needed to main- 
;ain an inventory position consistent 
with its normal business requirements.) 

While international business does not 
tccount for a major portion of Zale's 
/olume, it has become necessary be- 
;ause in any particular “sight 11 there will 
pe a certain number of diamonds that 
night find a more ready market outside 
pf the United States. As Ginsberg notes, 
i particular type of diamond — for 
example, one with a yellow hue and 
lawed by black carbon specks — might 
pe in demand in the Far East but not in 
he U.S. So the international wholesale 
pperation permits Zale flexibility in 
‘urther accommodating diamond supply 
o consumer demand, even though that 
jemand might not be in areas of the 
world where Zale has retail jewelry 
putlets. 

ANOTHER ADVANTAGE enjoyed 
py Zale Corporation in the diamond bus- 
ness is its control over manufacturing 
processes after acquisition of the rough 
;ems. 

Once acquired, diamonds used by 
^ale are shipped either to the company’s 
cutting and manufacturing plants in 
Sew York City, Tel Aviv, or Puerto Rico, 
)r to contract cutters in India or Brazil. 

Determination of which stones go 
where is made on the basis of size, 
smaller diamonds, those of less than 3 A 
pf a carat, are processed in Tel Aviv, 
D uerto Rico, or the contract cutting 
sites. Larger stones are sent to Zale's 
Mew York City cutting facility. Distribu- 
ion is made this way for two reasons. 

The first is historical. Israeli, Indian, 
Brazilian, and Puerto Rican cutters tra- 
litionally have worked with smaller 




Pear shaped diamond. 


gems, while New York’s diamond center 
cutters are more accustomed to working 
with larger stones. Indeed, New York 
became a haven for many of Western 
Europe’s diamond craftsmen who fled 
the Nazi occupation of Holland and Bel¬ 
gium in 1941. At the end of World War II, 
many of them stayed in New York to 
continue to ply their fine craftsmanship 
and to train young apprentices in the 
delicate art of cutting, sawing, cleaving, 
and polishing valuable stones. 

The second reason is economic. 
Rough stones have no import duties but 
such fees are levied on polished 
diamonds, which are less valuable per 
carat than larger stones. Also, since 
diamond cutting is a labor-intensive 
process, it makes sense to utilize the 
more expensive U.S. labor on duty-free 
larger stones, while applying less ex¬ 
pensive foreign labor to the less valuable 
but taxed smaller diamonds. 

After cutting and polishing, the 
diamond is ready for mounting in its set¬ 
ting— ring, stickpin, pendant, or watch 
— and distribution to the retail outlet. 
The diamond may have lain deep in the 
earth of South Africa or been washed 
along the banks of a South American 
stream for millions of years. But once 
discovered and sent to Charterhouse 


Street, the process of getting the gleam 
ing gemstone onto the wedding ring of 
new bride takes as little as five or si: 
months to a year, but usually not mud 
longer. 

A WEDDING RING is the symbol o 
a diamond’s use, and appropriately so 
For a diamond is as timeless as our in 
stinct for treasured possessions, as en 
during as our love of beauty. 

Perhaps the best description of th 
universal allure of diamonds was writtei 
by lan Fleming, creator of James Bond 
in his novel, Diamonds Are Fore vet 
Bond had just finished peering at 
20-carat diamond through a loupe 
the small magnifying eyepiece use* 
by jewelers. Fleming wrote of Bond’ 
reaction: 

“Now he could understand the pat 
sion that diamonds had inspired dow 
through the centuries, the ... love the 
aroused among those who handled they 
and cut them and traded in them. It wa 
a domination by a beauty so pure that , 
held a kind of truth, a divine authorit 
before which ail other material thing 
turned ... to clay . Bond understood th 
myth of diamonds , and he knew the 
he would never forget what he her 
suddenly seen inside of the heart c 
this stone ” 



Using loupe to examine for clarity. 





FINANCIAL REVIEW 


IN EARLIER SECTIONS of this re¬ 
port we commented on the total busi¬ 
ness planning efforts which began dur¬ 
ing the year. During Fiscal 1979 we will 
concentrate efforts on development of 
long-range financial goals and other 
measurement techniques to augment the 
basic planning process. 

Our financial policies are designed to 
produce quality earnings and a conser¬ 
vative balance sheet. We strive for a 


balanced performance between: 
OPERATING RESULTS, ASSET 
MANAGEMENT and INVESTMENT 
PERFORMANCE — We are careful not 
to maximize one factor at the expense of 
others, but rather to optimize results of 
all three. 

In striving for balanced performance 
we focus on “key variables" affecting: 
OPERATING RESULTS, ASSET 
MANAGEMENT and INVESTMENT 


PERFORMANCE. Below are five-year 
statistics on these '‘key variables". Wc 
remind the reader that several of the 
Fiscal 78 numbers arc not comparable to 
prior years numbers due to the LIFO 
conversion and the technical reporting 
restrictions imposed. Also, for all years, 
the numbers reflect continuing opera¬ 
tions only. 


FOR THE YEARS ENDED MARCH 31 


OPERATING RESULTS 

1978 * 

1977 

1976 

1975 

1974 

Sales Growth (Year to Year Change) 

16.6% 

13.8% 

7.6% 

7.8% 

16.8% 

Gross Margin Percent (Sales Less Cost of Sales) 

33.2% 

35.9% 

35.7% 

36.6% 

36.0% 

Operating Expense Ratio (Percent of Sales) 

25.3% 

25.8% 

24.7% 

24.8% 

23.9% 

Return on Sales 

3.6% 

4.9% 

5.4% 

5.0% 

5.8% 

Earnings Per Share 

$2.11 

$2.48 

$2.44 

$2.11 

$2.27 

ASSET MANAGEMENT 

Accounts Receivable Turnover 

2.3 

2.4 

2.1 

2.4 

2.9 

Inventory Turnover 

1.8 

1.7 

1.7 

1.6 

1.7 

Capital Expenditures, Net (in Millions) 

$12.0 

$19.6 

$16.1 

$14.5 

$14.3 

Long Term Debt (in Millions) 

$54.7 

$57.8 

$20.9 

$23,9 

$26.9 

Ratio-Long Term Debt to Total Capital 

13.8 

15.1 

6.4 

7.8 

9.2 

INVESTMENT PERFORMANCE 

Dividends Per Common Share 

$ .91 

$ .86 

$ .79 

$ .76 

$ .71 

Average Market Price 

15‘/ 2 

16 

20 

1314 

195/8 

Average Yield 

5.9% 

5.4%. 

3.9% 

5.7% 

3.6% 

Price/Earnings Ratio 

7.3 

6.5 

8.2 

6.3 

8.6 

Return on Shareholders' Investment 

8.5% 

10.5% 

11.0% 

10.1% 

11.6% 


‘in Fiscal 1978 the Company adopted (he last-im first-out ( LI F< >) method of accounting foi substantially all diamond inventories. Hus 
change in accounting method reduced Fiscal 1978 Net Earnings by $14.1 million, or $1.05 per share. Accordingly. 1978 statistics arc not 
comparable with prior years for the following: Gross Margin Percent. Return on Sales. Earnings Per Share, Inventory Turnover. 
Price/Earnings Ratio, and Return on Shareholders* Investment. 


WE ARE CONFIDENT of our ability 
to perform and to create a positive influ¬ 
ence on those “key variables’ 1 classified 
under OPERATING RESULTS and 
ASSET MANAGEMENT, above. In a 
like manner, we are optimistic about our 
ability to generate improvement in Di¬ 
vidends Per Common Share and in Re¬ 
turnon Shareholders' Investment. How¬ 
ever, the other “key variables" under 
the INVESTMENT PERFORMANCE 


classification are subject to the conflu¬ 
ence of external factors that oftentimes 
are oblivious to business performance. 
The vagaries of the stock market are 
frequently induced by the emotional 
perception of economic and political 
developments. We submit that in these 
instances, corporate managements have 
limited opportunity to influence the be¬ 
havior of these variables. We are not. 
however, despaired by this. We will 


strive to put our best foot forward by 
openly communicating, on a timely 
basis, with the various publics which we 
serve, so that our total corporate per¬ 
formance can be objectively evaluated. 
We believe this is in the best interest of 
our shareholders, and represents the 
best ultimate approach to influencing 
the investment performance of our 
common stock in the marketplace. 
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SUMMARY OF SIGNIFICANT 
ACCOUNTING POLICIES 


CONSOLIDATED FINANCIAL 
STATEMENTS include all wholly- 
owned subsidiaries except for the Com¬ 
pany’s two insurance subsidiaries which 
are reflected on the equity basis. The 
investments in unconsolidated sub¬ 
sidiaries and 20-50% owned entities, 
also accounted for on the equity 
method, are included in “Other Assets”, 
and the Company ’s share of net earnings 
is included as a reduction of “Adminis¬ 
trative, publicity and selling” expense. 

INVENTORIES are stated at the 
lower of cost or market, which, as to 
merchandise in stores, is determined 
primarily in accordance with the retail 
inventory method applied on a last-in, 
first-out (LIFO) basis for substantially 
all diamond inventories and a first-in, 
first-out basis (FIFO) for other inven¬ 
tories. Prior to April 1, 1977, the FIFO 
basis was used for all inventories. See 
Note 1 to the Consolidated Financial 
Statements. 


DEPRECIATION is provided using 
the straight-line method for approxi¬ 
mately 75% of the Company’s fixed as¬ 
sets and the sum-of-the-years-digits 
method is used for the remainder. Amor¬ 
tization of leasehold improvements is 
based on the shorter of the lives of the 
respective leases or the estimated useful 
lives of the improvements. 

EARNINGS PER SHARE are based 
on the average number of common and 
common equivalent shares outstanding 
during each year. The average number 
of common and common equivalent 
shares used in computing earnings per 
share was 13,425,793 shares in 1978 and 
13,357,819 shares in 1977. 

DEFERRED INCOME TAXES 
primarily relate to the gross profit on 
installment sales which is deferred for 
Federal income tax purposes until the 
receivables arising from such sales are 
collected. 


INVESTMENT TAX CREDITS are 
reflected as a reduction of the current 
provision for income taxes in the year 
such credits arise. 

A NON CONTRIBUTORY PROFIT 
SHARING PLAN is maintained by the 
Company under which company con¬ 
tributions are made on a discretionary 
basis as authorized by the Board of Di¬ 
rectors. Substantially all employees are 
eligible participants of the plan upon 
completion of one year of service. The 
Company contribution to the profit shar¬ 
ing plan was $5,300,000 in 1978 and 
$4,288,000 in 1977. 
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STATEMENT OF CONSOLIDATED EARNINGS 


Year ended March 31 



1978 

1977 

SALES 

(Note 1) 
$790,556,000 

$677,827,000 

COSTS AND EXPENSES: 

Cost of goods sold {including buying and occupancy expenses) 

527,939,000 

434,712,000 

Administrative, publicity and selling 

200,283,000 

174,657,000 

Interest 

7,173,000 

5,747,000 


735,395,000 

615,116,000 

EARNINGS FROM CONTINUING OPERATIONS 

BEFORE INCOME TAXES 

55, 161,000 

62,711,000 

INCOME TAXES 

26,808,000 

29,518,000 

NET EARNINGS FROM CONTINUING OPERATIONS 

28,353,000 

33,193,000 

LOSS ON DISCONTINUED OPERATIONS, net of income tax benefit 

— 

(5,292,000) 

NET EARNINGS 

$ 28,353,000 

$ 27,901,000 

EARNINGS (LOSS) PER SHARE: 

Continuing operations 

$2.11 

$2.48 

Discontinued operations 

— 

(.40) 

NET EARNINGS PER SHARE 

$2.11 

$2.08 


The Summary of Significant Accounting Policies on page 22 and the accompanying Notes to Consolidated Financial 
Statements are an integral part of this statement. 
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CONSOLIDATED BALANCE SHEET 


March 31 



1978 

1977 

ASSETS 

(Note l) 


CURRENT ASSETS: 



Cash 

$ 19,070,000 

$ 13,547,000 

Accounts receivable, net 

114,602,000 

101,204,000 

Merchandise inventories 

292,475,000 

282,602,000 

Prepaid expenses 

1,012,000 

659,000 

TOTAL CURRENT ASSETS 

427,159,000 

398,012,000 

ASSETS OF DISCONTINUED OPERATIONS 

— 

1,300,000 

OTHER ASSETS 

19,088,000 

18,828,000 

PROPERTY AND EQUIPMENT, at cost: 



Land 

4,619,000 

4,712,000 

Buildings and leasehold improvements 

79,726,000 

77,078,000 

Fixtures and equipment 

54,259,000 

49,567,000 

Construction in progress 

1,400,000 

2,065,000 


140,004,000 

133,422,000 

Less accumulated amortization and depreciation 

(52,085,000) 

(45,210,000) 


87,919,000 

88,212,000 

TOTAL ASSETS 

$534,166,000 

$506,352,000 

LIABILITIES AND SHAREHOLDERS’ INVESTMENT 



CURRENT LIABILITIES: 



Notes payable and long-term debt due within one year 

$ 20,540,000 

$ 24,743,000 

Accounts payable and accrued liabilities 

Income taxes— 

77,031,000 

65,179,000 

Current 

15,632,000 

11,550,000 

Deferred 

25,556,000 

22,283,000 

TOTAL CURRENT LIABILITIES 

138,759,000 

123,755,000 

LONG-TERM DEBT 

54.745,000 

57,812,000 

COMMITMENTS AND CONTINGENCIES 



SHAREHOLDERS' INVESTMENT: 



Capital stock (par value $1 per share) 



Series A cumulative preferred (preference on liquidation $25,100,000) 

835,000 

840,000 

Common 

8,746,000 

8,667,000 

Class B common 

4,409,000 

4,363,000 

Additional paid-in capital 

106,930,000 

105,116,000 

Retained earnings 

228,431,000 

212,218,000 

Less common stock in treasury, at cost 

(8,689,000) 

(6,419,000) 


340,662,000 

324,785,000 

TOTAL LIABILITIES AND 



SHAREHOLDERS’ INVESTMENT 

$534,166,000 

$506,352,000 


The Summary of Significant Accounting Policies on page 22 and the accompanying Notes to Consolidated Financial 
Statements are an integral part of this statement. 
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STATEMENT OF CONSOLIDATED 
SHAREHOLDERS’ INVESTMENT 




Capital Stock 


Additional 




Series A 


Class B 

paid-in 

Retained 

Treasury 


preferred 

Common 

common 

capital 

earnings 

stock 

BALANCE, March 31, 1976 

$ 840,000 

$ 8,602,000 

$ 4,309,000 

$103,470,000 

$195,712,000 

$5,829,000 

Net earnings 

Conversions of 





27,901,000 


Class B common into 







common 


65,000 

(65,000) 




Cash dividends: 







Series A preferred 







—$.80 a share 





(672,000) 


Common—$.86 a share 
Class B common 





(7,194,000) 


—$.41 a share 





(1,764,000) 


Stock dividend—Class B 







common 



119,000 

1.646,000 

(1,765,000) 


Treasury stock purchases 







(32,900 shares) 






590,000 

BALANCE, March 31, 1977 

840,000 

8,667,000 

4,363,000 

105.116,000 

212,218,000 

6,419,000 

Net earnings 

Conversions of preferred 





28,353,000 


and Class B common into 







common 

(5,000) 

79,000 

(75,000) 

1,000 



Cash dividends: 







Series A preferred 







—$.80 a share 





(670,000) 


Common—$.91 a share 
Class B common 





(7,615.000) 


—$.44 a share 





(1.921,000) 


Stock dividend—Class B 







common 



121,000 

1.813.000 

(1,934.000) 


Treasury stock purchases 







(142,415 shares) 






2,270,000 

BALANCE, March 31, 1978 

$ 835,000 

$ 8,746,000 

$ 4,409,000 

$106,930,000 

$228,431,000 

$8,689,000 

Shares authorized: 

March 31, 1978 and 1977 
Shares issued: 

3,000.000 

30,000.000 

12,000,000 




March 31, 1977 

839,522 

8,667,294 

4,363,249 



259,829 

March 31, 1978 

835,142 

8,746,439 

4,408,654 



402,244 


The Summary of Significant Accounting Policies on page 22 and the accompanying Notes to Consolidated Financial 
Statements are an integral part of this statement* 
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STATEMENT OF CHANGES IN 
CONSOLIDATED FINANCIAL POSITION 

Year ended March 31 



1978 

(Note 1) 

1977 

SOURCES OF WORKING CAPITAL 

Net earnings from continuing operations 

$28,353,000 

$33,193,000 

Equity in earnings of unconsolidated subsidiaries 

(1,259,000) 

(2,217,000) 

Amortization and depreciation 

12,541,000 

11,727,000 

From continuing operations 

39,635,000 

42,703,000 

Discontinued operations 

1,300,000 

13,128,000 

Additional long-term debt 

— 

40,000,000 

Decrease in other assets 

769,000 

425,000 


41,704,000 

96,256,000 

USES OF WORKING CAPITAL 

Additions to property and equipment, net of retirements 

12,018,000 

19,638,000 

Cash dividends 

10,206,000 

9,630,000 

Reduction of long-term debt 

3,067,000 

3,085,000 

Purchase of treasury stock 

2,270,000 

590,000 

Other 

— 

2,224,000 


27,561,000 

35,167,000 

INCREASE IN WORKING CAPITAL 

$14,143,000 

$61,089,000 

INCREASE (DECREASE) IN WORKING CAPITAL BY COMPONENT 

Cash 

$ 5,523,000 

$ (69,000) 

Accounts receivable, net 

13,398,000 

548,000 

Merchandise inventories 

9,873,000 

41,095,000 

Prepaid expenses 

353,000 

16,000 

Notes payable and long-term debt due within one year 

4,203,000 

15,887,000 

Accounts payable and accrued liabilities 

(11,852,000) 

(1,751,000) 

Income taxes—current 

(4,082,000) 

6,595,000 

Income taxes—deferred 

(3,273,000) 

(1,232,000) 

INCREASE IN WORKING CAPITAL 

$14,143,000 

$61,089,000 
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NOTES TO CONSOLIDATED 
FINANCIAL STATEMENTS 


(1) CHANGE IN METHOD OF PRICING INVENTORIES: 

During fiscal 1978, the Company experienced significant 
price increases in the purchase of its diamond inventories and 
has retroactively adopted the last-in, first-out (LIFO) method 
of pricing substantially all of these inventories effective April 1, 
1977. As of March 31, 1978 diamond merchandise inven¬ 
tories of $123,058,000 were valued under the LIFO method 
with all other inventories continuing to be priced at the lower 
of cost or market on a first-in, first-out (FIFO) basis. The LIFO 
method has been adopted because it more closely matches 
current costs with current revenues in periods of price level 
changes. Under the LIFO method, current costs are charged to 
cost of sales for the year. This change in the method of account¬ 
ing for diamond inventories had the effect of reducing inven¬ 
tories at March 31, 1978, by $27,379,000 and 1978 net earnings 
by $14,073,000 or $L05 per share below that which would have 
been reported under the FIFO method. For this type of ac¬ 
counting change there is no cumulative effect on retained 
earnings as of the beginning of the year. 


(2) ACCOUNTS RECEIVABLE: 



1978 

1977 

Due from customers 

$115,143,000 

$ 99,202,000 

Less allowance for 
doubtful accounts 

(3,553,000) 

(2,800,000) 

Net trade receivables 

111,590,000 

96,402.000 

Other receivables 

3,012,000 

4,802,000 


$114,602,000 

$101,204,000 


Customer service charges of $13,278,000 and $12,405,000 in 
1978 and 1977, respectively, have been reflected as a reduction 
of “Administrative, publicity and selling” expense. 


(3) DISCONTINUED OPERATIONS: 

In February 1977, the Company discontinued the opera¬ 
tions of the Levine Store Division through the sale of inven¬ 
tory, accounts receivable and certain other assets. A summary 
of the results of such discontinued operations for fiscal 1977 
follows: 


Sales 

Costs and expenses 

Loss before income taxes 
Income tax benefit 

Net loss from operations 
Net loss on disposal of the Levine 
Store Division, less income tax 
benefit of $4,296,000 

Net loss from discontinued operations 


$ 29,556,000 
31,404,000 

(1,848,000) 

(887,000 ) 

(961,000) 


(4,331,000 ) 
$ (5,292,000 ) 


(4) SHORT-TERM FINANCING AND COMPENSATING 
BALANCES: 

The Company had a maximum of $87,500,000 in short-term 
lines of credit available during the year. At March 31,1978, the 
Company had $45,000,000 of short-term lines of credit that was 


available for general corporate purposes or to support com¬ 
mercial paper. The lines generally require maintenance of 
compensating balances equal to 10% of the lines plus 10% of 
any portions that are used. The compensating balances are 
subject to withdrawal by the Company at its option. 
Short-term borrowings 
during fiscal- 1978 

Average borrowings $31,083,000 

Weighted average interest rate 6.8% 

Maximum borrowings 

at any month end $60,201,000 

Outstanding at March 31 $18,977,000 

Weighted interest rate 
at March 31 6.4% 


1977 

$52,126,000 

6 . 6 % 

$97,215,000 

$21,599,000 

6.3% 


The Company has guaranteed lines of credit totaling approx¬ 
imately $5,600,000 for two unconsolidated entities of which 
$2,650,000 was utilized at March 31, 1978. 


(5) INCOME TAXES: 


The provision for taxes on income includes the following: 

1978 1977 


Federal— 

Current 

Deferred 

State 

Non U.S., including $989,000 
deferred in 1978, and 
$633,000 deferred in 1977 


$21,086,000 

2,082,000 

2,411,000 


1,229,000 

$26,808,000 


$26,684,000 

(1,891,000) 

3,830,000 


895,000 

$29,518,000 


A reconciliation between the provision for income taxes and 
the tax computed at 48% of earnings from continuing opera¬ 
tions before income taxes follows (dollar amounts are shown in 
thousands): 



1978 

Amount 

% 

1977 

Amount 

% 

income taxes on earn¬ 
ings from continuing 
operations at 48% 

$26,477 

48.0 

$30,101 

48.0 

State income taxes, 
net of Federal 
income tax benefit 

1,254 

2.3 

1,992 

3.2 

Thx exempt income of 
Puerto Rican 
subsidiaries 

(878) 

(1.6) 

(1,615) 

(2-6) 

Investment credit and 
other items 

(45) 

(•1) 

(960) 

(1-5) 

Provision for 
income taxes 

$26,808 

48.6 

$29,518 

47.1 


The Company operates two subsidiaries located in Puerto 
Rico with 80% to 100% tax exemption grants that expire in 
1986. U.S. income taxes have not been provided on the undis¬ 
tributed earnings of foreign subsidiaries since the Company 
considers such earnings to be permanently invested. 
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Prior Years Under Examination 

The Company is presently under examination by the Inter¬ 
nal Revenue Service (IRS) for fiscal years 1970-1975 pursuant 
to the Company voluntarily disclosing a potential tax liability 
to the IRS because of the Company’s discovering that the 
manner in which allocations of income and expenses were 
made among various corporate income tax returns filed in 
certain prior years was not in accordance with the Company’s 
established allocation methods. The years 1970-1972 had pre¬ 
viously been examined by the IRS, and because of applicable 
statutes of limitation, additional taxes cannot be assessed 
against the Company for those years unless the IRS asserts and 
sustains fraud in the filing of the returns for those years. In that 
regard the IRS has recently assessed a tax deficiency of ap¬ 
proximately $1,250,000 against certain of the Company’s drug 
division subsidiaries for the years 1971 and 1972, which in¬ 
cluded assertion of a 50% fraud penalty. Although the Com¬ 
pany is vigoriousiy contesting this deficiency assessment, the 
ultimate outcome is not presently determinable. 

During fiscal 1977, the Company recognized that its 
minimum additional tax liability for 1973 through 1975 was 
unlikely to be substantially less than $10 million, excluding 
penalties. Accordingly, an additional $10 million income tax 
reserve was recorded as of March 31, 1977, by retroactively 
restating the tax provisions for those years. 

The ultimate probable liablity relating to all potential issues 
that the IRS has or may raise is not presently determinable. 
Furthermore, the ultimate outcome of the IRS examination 
will depend on the resolution of many complex legal and fact 
questions relating to the Federal tax returns of more than eight 
hundred subsidiary corporations (since fiscal 1976 the Com¬ 
pany has filed a consolidated Federal income tax return, 
whereas in 1975 and prior years separate income tax returns 
were filed for the parent and each subsidiary). Based upon a 
preliminary analysis of the issues which the Company antici¬ 
pates could be asserted by the IRS, the Company estimates the 
maximum additional tax liability for 1970 through 1975 will not 
exceed amounts presently recorded (Federal deferred income 
taxes of approximately $20 million plus the additional current 
liability of $10 million referred to in the preceding paragraph) 
by more than $40 million. This estimate assumes unfavorable 
resolution of all presently anticipated issues and the imposition 
of maximum penalties and interest; however, the Company 
intends to defend vigorously all issues and is hopeful of sus¬ 
taining its position on major issues. Due to recent changes in 
accounting rules, should any tax assessments incurred be in 
excess of the reserves presently provided, it will be charged 
against earnings of future periods. 


(6) LONG-TERM DEBT: 


Bank promissory notes, 8 Yz% 
through January 31, 1980, 

122% of prime thereafter, 
$5,000,000 payable quarterly. 

1978 

1977 

beginning April 30, 1981 
Promissory notes, 814%, 

$40,000,000 

$40,000,000 

payable $1,400,000 annually 
Promissory notes, 514%, 
payable $675,000 

15,400,000 

16,800,000 

semi-annually 

Real estate notes, 5% to 8!4%, 
payable monthly to 1989, 
secured by land and buildings 
of approximately $1,975,000 


1,500,000 

net book value 

908,000 

2,656,000 

Less long-term debt due 

56,308,000 

60,956,000 

within one year 

(1,563,000) 

(3,144,000; 


$54,745,000 

$57,812,000 


Among the requirements of the loan agreements are restric¬ 
tions relative to limitations on debt, minimum working capital 
levels, guarantees on loans and payment of dividends. At 
March 31, 1978, approximately $69,000,000 of retained earn¬ 
ings was available for payment of dividends. 

(7) CAPITAL STOCK: 

Holders of Series A cumulative preferred stock are entitled, 
in liquidation, to receive $30 per share (plus unpaid dividends). 
The shares are convertible at any time into .8 shares (subject to 
adjustment under certain conditions) of common stock and 
may be called for redemption by the Corporation at $40 per 
share plus unpaid dividends. 

Class B common stock is convertible into common stock on 
a share-for-share basis. All such shares may be called for 
conversion at any time by action of the Board of Directors. 

Dividends may be declared on the common stock without 
dividends having been declared in that calendar year on the 
Class B common, but not conversely. The per share amount of 
any dividends declared in any calendar year on Class B com¬ 
mon (whether in cash or shares of Class B common, or both) 
shall not exceed the amount of the dividends declared on each 
share of common in that same calendar year. 
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At March 31, 1978, the Company has reserved 6,506.132 
common shares for the following purposes: 

Conversion of: 

Series A preferred 668,114 

Class B common 4,408,658 

Stock option plan 679,360 

Employee stock purchase plan 750,000 

6,506,132 


(9) LEASE COMMITMENTS: 

The Company leases most of its retail space under leases 
which range generally from five to fifteen years and which may 
contain renewal options for consecutive one- to five-year 
periods. All existing leases are considered to be operating 
leases. 

Rental expense included in the statement of consolidated 
earnings is as follows: 


(8) STOCK OPTION AND PURCHASE PLANS: 

The Company has two stock option plans (the 1967 and 1977 
plan) whereby officers and key employees may purchase 
common shares at 100% of the market price of such shares at 
the date of grant. Options are exercisable after two or three 
years from the date of grant but not more than five years after 
such date. During 1978 the Company determined that no addi¬ 
tional options would be issued under the 1967 plan and re¬ 
served additional shares under the 1977 plan. Data with respect 
to these plans is as follows: 

Shares 

Available Options Outstanding _ 

For Gran t Sha re s Price Per Share 

Balance, 


1978 


1977 


Retail Space-— 

Base minimum rents— 
Commitments beyond 


one year 

$24,883,000 

$22,859,000 

Commitments of one year 



or less 

5,244,000 

4,359,000 

Rentals based on sales 

9,051,000 

6,102,000 


39,178,000 

33,320,000 

Equipment rentals 

809,000 

734,000 


$39,987,000 

$34,054,000 


Future minimum rental commitments (exclusive of taxes, 
insurance and common area maintenance) as of March 31, 
1978, for all noncancellable leases are as follows: 


March 31, 1976 
Granted 

Lapsed or 

62,912 

(14,300) 

307,025 

14,300 

$18.00 to $37.25 
$14.38 to $17.25 

1979 

Amount 

$ 28,403.000 

cancelled 

Balance, 

36,455 

(36,455) 

$18.00 to $37.25 

1980 

1981 

26,373,000 

24,055,000 

March 31, 1977 
Lapsed or 

85,067 

284,870 

$14.38 to $22.25 

1982 

1983 

22.082,000 

20.261,000 

cancelled 

Additional 

(85,067) 

(55,510) 

$15.88 to $22.25 

Thereafter 

115,466,000 


shares 

authorized 450,000 — 

Balance, 

March 31, 1978 450,000 229,360 

Options exer¬ 
cisable at 

March 31, 1978 136,460 


S 14.38 to $22.25 


$18.00 to $20.50 


The Company established a qualified General Employees' 
Stock Purchase Plan during fiscal 1978 whereby employees can 
subscribe to purchase from 10 to 200 common shares at 85% of 
market value at the subscription date. No stock subscriptions 
have been offered under this plan and, therefore, none were 
outstanding at March 31, 1978. 


(10) LITIGATION: 

The Company and certain present and former officers and 
directors are defendants in three shareholder suits filed in 1976. 
The suits assert both class and derivative action claims based 
generally on allegations by the Company’s former treasurer of 
misconduct by the Company and certain officers and directors. 
Preliminary settlement negotiations have recently been con¬ 
cluded in the three suits, and settlement documents are in 
the process of drafting. Although settlement of the suits is 
contingent upon execution of final settlement documents and 
subsequent court approval, the Company’s anticipated net 
settlement cost of approximately $600,000, after payments by 
insurers, has been accrued at March 31, 1978. 

In a lawsuit filed in November, 1977, the Company's former 
treasurer seeks actual damages of $5.5 million plus exemplary 
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damages of $50 million from the Company and three senior 
corporate officers for allegedly falsely accusing the former 
treasurer of misappropriation of corporate funds. These allega¬ 
tions have been denied. The Company is also a defendant with 
several third parties in various antitrust suits seeking actual 
damages of $40 million plus treble damages' from all defen¬ 
dants. 

With respect to the above outstanding litigation, based upon 
opinions from outside legal counsel, it is management’s opin¬ 
ion that the ultimate liability to the Company, if any, will not 
have a material adverse effect on the financial statements of 
the Company. 

(11) BUSINESS SEGMENT INFORMATION: 

Selected business segment data for the two fiscal years 
ended March 31 is presented below (in thousands). 


Net Capital Amortization 

Expenditures & Depreciation 



1978 

1977 

1978 

1977 

Jewelry 

$ 7,002 

$10,461 

$ 6,626 

$ 5,840 

Footwear 

3,588 

4,906 

1,942 

1,610 

Drug 

General 

630 

2,619 

1,010 

820 

Merchandise 

746 

357 

861 

849 

Corporate 

52 

1,295 

2,102 

2,608 


$12,018 

$19,638 

$12,541 

$11,727 


The sales, operating profit, asset and other segment infor¬ 
mation for 1978 and 1977. presented on page 35, is an integral 
part of this note. 


(12) QUARTERLY RESULTS (UNAUDITED): 

The “Quarterly Results 1 ’ on page 34 is included as an integral 
part of these consolidated financial statements. 

(13) REPLACEMENT COST DATA (UNAUDITED): 

Pursuant to requirements of the Securities and Exchange 
Commission, the Company has prepared estimates of re¬ 
placement cost data for property, equipment and merchandise 
inventories. Such data is set forth in the Form 10-K Annual 
Report to the Securities and Exchange Commission. 

Inflation increases the cost of replacing property and equip¬ 
ment with equivalent productivecapacityand increases the cost 
of maintaining merchandise levels. These increases have gen¬ 
erally been offset by higher selling prices, changes in design 
and construction of stores, improvements in fixturing and 
technological advances in equipment which often increase 
productivity. Further, the adoption of the last-in, first-out 
(LIFO) inventory pricing method for diamond merchandise 
(Note 1) has resulted in the most recently incurred costs being 
reflected in fiscal 1978 cost of sales. Although management 
believes the replacement of existing property and equipment 
with newer, more efficient assets would reduce operating ex¬ 
penses, the savings cannot be reasonably quantified. Since the 
methods of estimating replacement cost are experimental, it is 
important that the data be viewed with caution and without 
attempting to ascribe to it a degree of significance which may 
not be warranted. 
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REPORT OF 
INDEPENDENT PUBLIC 
ACCOUNTANTS 


To the Board of Directors and Shareholders of Zale 
Corporation: 

We have examined the consolidated balance sheet of Zale 
Corporation (a Texas Corporation) and subsidiaries as of 
March 31, 1978 and 1977, and the related consolidated state- 
ments of earnings, shareholders’ investment, and changes in 
financial position for the years then ended. Our examination 
was made in accordance with generally accepted auditing 
standards, and accordingly included such tests of the account¬ 
ing records and such other auditing procedures as we consid¬ 
ered necessary in the circumstances. 

In our report dated May 27, 1977, our opinion on the 
March 31, 1977 financial statements was qualified as being 
subject to the outcome of shareholder class action suits. As 
explained in Note 10, preliminary settlement negotiations have 
been concluded at amounts significantly less than originally 
claimed. Accordingly our present opinion on the March 31, 
1977 financial statements, as presented herein, is no longer 
qualified as to this litigation. 

As described in Note 5, the Internal Revenue Service is 
presently examining the Company ’s income tax returns for the 
years 1970 through 1975. The ultimate liability that may result 
from this examination is not presently determinable. 

In our opinion, subject to the effect of the income tax 
matter referred to in the preceding paragraph, the financial 
statements referred to above present fairly the financial posi¬ 
tion of Zale Corporation and subsidiaries as of March 31, 1978 
and 1977, and the results of their operations and changes ift 
their financial position for the years then ended in conformity 
with generally accepted accounting principles which, except 
for the change, with which we concur, to the last-in, first-out 
(LIFO) method of pricing substantially all diamond inven¬ 
tories as described in Note 1 to the financial statements, were 
consistently applied during the periods. 


ARTHUR ANDERSEN & CO. 


Dallas, Texas, 
May 19, 1978. 
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ZALE CORPORATION AND SUBSIDIARIES 
FIVE YEAR SUMMARY OF EARNINGS 

(in thousands except per share amounts) 


Year Ended March 31 

1978* 

1977 

1976 

1975 

1974 

SALES 

$790,556 

$677,827 

$595,802 

$553,613 

$513,535 

COSTS AND EXPENSES: 

Cost of goods sold 

(including buying and occupancy expenses) 

527,939 

434,712 

383,368 

351,016 

328,611 

Administrative, publicity and selling 

200,283 

174,657 

147,111 

137,160 

122,641 

Interest 

7,173 

5,747 

4,997 

9,140 

5,022 

INCOME TAXES 

26,808 

29,518 

27,939 

28,583 

27,660 

NET EARNINGS, from continuing operations 

28,353 

33,193 

32,387 

27,714 

29,601 

DISCONTINUED OPERATIONS, 
net of income tax effect 

— 

(5,292) 

397 

(1,574) 

(791) 

NET EARNINGS 

$ 28,353 

$ 27,901 

$ 32,784 

$ 26,140 

$ 28,810 

EARNINGS (LOSS) PER SHARE: 

Continuing operations 

$2.11 

$2.48 

$2.44 

$2.11 

$2.27 

Discontinued operations 

— 

(.40) 

.03 

(.12) 

(.06) 

NET EARNINGS PER SHARE 

$2.11 

$2.08 

$2.47 

$1.99 

$2.21 

Dividends per share: 

Cash dividends— 

Common 

$ .91 

$ .86 

$ .79 

$ .76 

$ .71 

Class B common 

.44 

.41 

.38 

.37 

— 

Stock dividends— 

Class B common 

1/36 

1/36 

1/57 

1/56 

8/25 

Average shares outstanding 

13,425,793 

13,357,819 

13,295,334 

13,127,513 

13,054,364 


*In 1978, the Company changed its method of pricing substantially all diamond merchandise inventories from the first-in, 
first-out (FIFO) method to the last-in, first-out (LIFO) method. This change in accounting had the effect of reducing 1978 net 
earnings by $14,073,000 or $L05 per share. 


The Summary of Significant Accounting Policies on page 22 and the accompanying Notes to Consolidated Financial 
Statements should be read in conjunction with this statement. 


32 











































MANAGEMENT DISCUSSION AND 
ANALYSIS OF SUMMARY OF EARNINGS 


SALES 

Sales for the fiscal year 1978 and 1977 increased 16.6% and 
13,8%, respectively. All merchandising segments reported 
sales increases in both years as follows: 


Segment 1 978 1977 


Jewelry 

$74,622 

18.2% 

$51,324 

14.3% 

Footwear 

18,926 

19.3 

17,514 

21.8 

Drug 

14,123 

14.5 

10.615 

12.2 

General Merchandise 

5,058 

7.1 

2,572 

3.8 

Total 

$112,729 

16.6% 

$82,025 

13.8% 


Sales of the jewelry segment increased 18.2% in the current 
year due primarily toacontinuing strong consumerdemand for 
diamonds, diamond related merchandise and gold fashion 
jewelry, the addition of thirty-one retail units, higher retail 
prices and sales growth in existing stores. The footwear seg¬ 
ment sales increase of 19.3% is attributed to sales of new 
fashion trend footwear, especially ladies fashion boots, slightly 
higher retail prices, the addition of fifty-five retail shoe stores 
purchased in August of 1976 and two Easter selling seasons 
which fell in fiscal 1978. The drug group's 14,5% sales increase 
is attributed to the operation of an additional eleven new retail 
units, increased promotional activity and intensification of 
merchandising. The sales increase in the general merchandise 
group is primarily attributed to the operation of three addi¬ 
tional units in the Sporting Goods division, increased sales 
demand for period-style furniture in the Furniture division and 
increased electronic sales in the Sugerman wholesale division. 

Sales in the fiscal year ended March 31, 1977 reflected the 
operation of a slightly higher number of retail stores in the 
jewelry and drug groups and an increase in the footwear divi¬ 
sion of fifty-nine retail stores, including fifty-five stores ac¬ 
quired in August of 1976, The addition of new stores, sales 
growth in existing stores, intensification of merchandising and 
higher retail prices, are the primary causes for the overall 
13.8% sales increase in fiscal 1977. 

COST OF GOODS SOLD 

Cost of goods sold (including buying and occupancy ex¬ 
penses) for the fiscal year ended March 31, 1978 was 66.8% of 
sales which represented an increase as a percentage of sales of 
approximately 2.7% over the previous fiscal year. This in¬ 
crease in cost of goods sold includes the effect of the change in 
the valuation of the Company’s diamond and diamond related 
merchandise from a lower of cost or market on a first-in, 
first-out (FIFO) basis to a last-in, first-out (LIFO) basis. The 
effect of this change in inventory valuation increased cost of 
goods sold $27,4 million or 3.5% of sales in fiscal 1978. Higher 
markups taken at the retail store level and lower buying and 
occupancy expenses, as a percentage of sales, partially offset 
this LIFO adjustment. 

Cost of goods sold for the fiscal year ended March 31, 1977 
was 64.1% of sales which represented a decrease of approxi¬ 
mately .2% from the previous year. This slight improvement 


was the result of higher markups and a more profitable sales 
mix which was partially offset by increased inventory 
shrinkage. 

ADMINISTRATIVE, PUBLICITY AND SELLING 
EXPENSE 

Administrative, publicity and selling expense improved 
slightly as a percentage to sales from 25.8% in the fiscal year 
ended March 31, 1977 to 25.3% in the current fiscal year. The 
primary factors contributing to this decrease were better con¬ 
trol of payroll expense and related taxes and more effective 
usage of advertising media. These factors were partially offset 
by decreased finance charges from customer receivables as a 
percentage of sales and increased legal and other professional 
fees. 

For the year ended March 31, 1977, the Company experi¬ 
enced an increase in administrative, publicity and selling ex¬ 
penses of 1.1% as a percentage of sales from the previous year. 
This increase was primarily caused by higher salaries and 
related taxes, higher depreciation, increased advertising costs, 
higher personal property and real estate taxes, higher costs of 
credit and lower customer service charges. 

INTEREST EXPENSE 

Interest expense for the current fiscal year increased $1.4 
million over the prior fiscal year. This increase was due to 
slightly higher average short-term interest rates and one full 
year's interest on the January 1977 issuance of $40 million long 
term debt in fiscal 1978 compared to only three months interest 
on this issuance in fiscal 1977. This increase was partially offset 
by a decrease in average short-term borrowings. 

For the fiscal year ended March 31, 1977 interest expense 
was slightly higher than in the prior fiscal year due primarily to 
the issuance of the $40 million long-term debt in January 
of 1977. 

INCOME TAXES 

The Company's effective tax rate for fiscal 1978 increased to 
48.6% from 47.1% of pretax earnings in fiscal 1977. This in¬ 
crease is due to a higher effective tax rate on foreign opera¬ 
tions. The provision for income taxes decreased approxi¬ 
mately $2.7 million from the previous fiscal yean This decrease 
was the result of decreased pretax earnings reflecting the 
change to the last-in, first-out (LIFO) method of inventory 
valuation for substantially all diamond inventories which de¬ 
creased pretax earnings by $27.4 million. 

The increase in the effective tax rate from 46.3% for the 
year ended March 31, 1976 to 47.1% for the year ended March 
31,1977, was primarily due to an increase in the amount of state 
income taxes payable as a result of higher earnings in states 
with a higher income tax rate. 

DISCONTINUED OPERATIONS 

During the fourth quarter of fiscal 1977, the Company dis¬ 
continued the operations of the Levine division, which was 
engaged in budget fashion merchandising through 103 retail 
stores. See Note 3 to Consolidated Financial Statements. 
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QUARTERLY RESULTS (UNAUDITED) 

(in thousands except per share amounts) 

FIRST QUARTER SECOND QUARTER THIRD QUARTER FOURTH QUARTER 



1978 

1977 

1978 

1977 

1978 

1977 

1978 

1977 

Sales 

$168,117 

147,638 

164,585 

139,587 

305,990 

255,018 

151,864 

135,584 

Cost of goods sold 

Net Earnings (Loss) from 

$113,677 

97,374 

113,186 

93,942 

196,060 

157,176 

105,016 

86,220 

continuing operations 

Loss on Discontinued Operations, 

$ 4,176 

6,567 

1,880 

3,755 

22,563 

22,924 

(266) 

(53) 

net of income tax benefit 

$ — 

(312) 

— 

(165) 

— 

(248) 

— 

(4,567) 

Net Earnings (Loss) 

$ 4,176 

6,255 

1,880 

3,590 

22,563 

22,676 

(266) 

(4,620) 

Earnings (Loss) 









per Share: 

Continuing operations 

$ .31 

.49 

.14 

.28 

1.68 

1.72 

(.02) 

(-01) 

Discontinued operations 

$ — 

(.02) 

— 

(.01) 

— 

(.02) 

— 

(.35) 

Net Earnings (Loss) per Share 

$ .31 

.47 

.14 

.27 

1.68 

1.70 

(.02) 

(.36) 

Dividends per Common Share 
Dividends per Share of 

$ .22 

.20 

.23 

.22 

.23 

.22 

.23 

.22 

Series A Preferred 

$ .20 

.20 

.20 

.20 

.20 

.20 

.20 

.20 

Market Price of Common 









Shares 









High 

$1614 

20% 

15% 

17% 

17% 

16% 

16% 

16% 

Low 

$12% 

15% 

13% 

15 

15% 

11% 

14% 

14% 

Market Price of Series A 









Preferred Shares 









High 

$1314 

17% 

12% 

1514 

1314 

13% 

13% 

14% 

Low 

$11% 

1314 

1114 

1314 

11 

10% 

1214 

13 

NOTE A. In the fourth quarter of 1978, the Company changed its method < 

of pricing substantially all of its diamond inventories from the 


first-in, first-out (FIFO) method to the last-in, first-out (LIFO) method as described in Note 1 to the Consolidated Financial 
Statements* This change had the effect of reducing net earnings in the fourth quarter by $2,254,000 or $.16 per share. 


Cost of goods sold, net earnings, and net earnings pershare in the above summary have been restated to reflect the change to the 
LIFO method of inventory pricing as shown below; 



FIRST 

SECOND 

THIRD 


QUARTER 

QUARTER 

QUARTER 

Cost of goods sold— 

As Previously Reported 

$108,062 

$107,948 

$183,920 

As Restated 

113,677 

113,186 

196,060 

Net Earnings — 

As Previously Reported 

$ 7,062 

$ 4,573 

$ 28,803 

As Restated 

4,176 

1,880 

22,563 

Net Earnings per Share— 

As Previously Reported 

$ .53 

$ .34 

$ 2.15 

As Restated 

.31 

.14 

1.68 


NOTE B. All amounts are exclusive of the discontinued operations of the Levine Division, except as indicated. See Note 3 to 
Consolidated Financial Statements. 

NOTE C. In the fourth quarter of 1977, the Company consolidated its subsidiary located in the United Kingdom. This had the effect of 
increasing sales by approximately $9,500,000. 

NOTE D. Class B Common Shareholders, in 1978, were paid a cash dividend of 44 cents pershare plus a stock dividend of one new Class B 
share for every 36 shares owned, and in 1977, were paid a cash dividend of 41 cents pershare plus a stock dividend of one new 
Class B share for every 36 shares owned. 
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SUMMARY OF BUSINESS SEGMENT INFORMATION 


Business segment data for the five fiscal years ended March 31 is shown below. 


(in thousands) 

Sales— 

1978* 

1977 

1976 

1975 

1974 

Jewelry 

$485,778 

$411,156 

$359,832 

$332,828 

$319,056 

Footwear 

116.927 

98,001 

80,487 

76,863 

69,380 

Drug 

111.568 

97,445 

86,830 

76,092 

62,158 

General Merchandise 

76,283 

71,225 

68,653 

67,830 

62,941 


$790,556 

$677,827 

$595,802 

$553,613 

$513,535 


Operating profit— 


Jewelry 

$ 61,820 

$ 65,938 

$ 62,435 

$ 62,219 

$ 57.102 

Footwear 

15,696 

11,499 

8,580 

7.349 

5,943 

Drug 

2,462 

4,659 

4,552 

4,101 

3,284 

General Merchandise 

1,163 

2,949 

2,934 

1,434 

3,390 


81,141 

85,045 

78,501 

75,103 

69,719 

Interest expense 

(7,173) 

(5,747) 

(4,997) 

(9,140) 

(5,022) 

Unallocated corporate expenses 

(18,807) 

(16,587) 

(13,178) 

(9,666) 

(7,436) 


$ 55,161 

$ 62,711 

$ 60,326 

$ 56,297 

$ 57,261 


Assets— 


Jewelry 

$388,039 

$359,584 

$324,935 

$311,180 

$287,059 

Footwear 

41,382 

36,669 

27,824 

27,243 

26,137 

Drug 

33,714 

31,183 

24,716 

22,064 

19,698 

General Merchandise 

35,387 

38,263 

38,684 

37,525 

41,051 

Corporate 

35,644 

40,653 

55,096 

52,746 

60,111 


$534,166 

$506,352 

$471,255 

$450,758 

$434,056 


^Operating Profit and Assets of the Jewelry Segment at March 31, 1978, reflect the change in pricing of substantially all diamond 
merchandise inventories from the FIFO to LIFO method. This change had the effect of reducing operating profit and jewelry diamond 
merchandise inventories by $27,379,000. See Note 1 to Consolidated Financial Statements. 


The activities of the Company are conducted primarily in the United States and consist of retail operations in the jewelry, 
footwear, drug and general merchandise business segments. 

Our business segments are composed of the following operating divisions: 

Jewelry — Zale Jewelers, Fine Jewelers Guild, Leased Jewelry, Catalog, Ross Watch Case, 

International Diamond and Zale Jewellers iJd. (United Kingdom) Divisions 
Footwear — Butler and Discount Shoe Divisions 
Drug — Skillern and Newsstand Divisions 

General Merchandise — Home Furnishings, Sporting Goods and Sugerman Divisions 

Corporate assets consist primarily of cash, the corporate office building, related furnishings and computer equipment. 

The only classes of similar products sold by the Company which contribute in excess of 10% of total sales are footwear and 
jewelry items as indicated above. While drug stores account for approximately 12^14% of total sales, no class of similar drug 
products accounts for more than 10% of sales. 


The Summary of Significant Accounting Policies on page 22 and the accompanying Notes to Consolidated Financial 
Statements should be read in conjunction with this statement. 
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10-YEAR SUMMARY OF PROGRESS, 1978-1969 


FOR YEARS ENDED MARCH 31 

SALES AND EARNINGS 

1978 

1977 

1976 

Sales 

$790,556,000 

677,827,000 

595,802,000 

Earnings from continuing operations before income taxes 

$ 55,161,000 

62,711,000 

60,326,000 

income taxes 

$ 26,808,000 

29,518,000 

27,939,000 

Net earnings from continuing operations 

$ 28,353,000 

33,193,000 

32,387,000 

Discontinued operations, net of income tax effect 

$ — 

(5,292,000) 

397,000 

Net earnings 

Earnings (loss) per share: 

$ 28.353,000 

27,901,000 

32,784,000 

Continuing operations 

$ 2.11 

2.48 

2.44 

Discontinued operations 

$ — 

(.40) 

,03 

Net earnings 

$ 2.1! 

2.08 

2.47 

Net earnings from continuing operations as a percent of sales 

% 3.6 

4.9 

5.4 

DIVIDENDS 

Dividends per share of common stock 

$ .91 

.86 

.79 

Dividends per share of Series A preferred stock 

$ .80 

.80 

.80 

Dividends per share of Class B common stock 

$ .88 

.82 

.77 

Total cash dividends 

Common and common equivalent shares outstanding: 

$ 10.206,000 

9,630,000 

8,857,000 

Average balance 

13,425,793 

13,357,819 

13,295,334 

At year-end 

13,420,963 

13,442,332 

13.355,934 

BALANCE SHEET INFORMATION 

Current ratio 

3.1 

3.2 

2.5 

Working capital 

$288,400,000 

274,257,000 

213,168.000 

Shareholders’ investment 

Shareholders’ investment per share of common and 

$340,662,000 

324,785,000 

307,104,000 

common equivalents 

$ 25.38 

24.16 

22.99 

Percent return on shareholders’ investment 

% 8.5 

10.5 

11.0 

Capital expenditures—net 

$ 12.018,000 

19,638.000 

16,131,000 

Property, plant and equipment—net 

$ 87,919,000 

88,212.000 

77,536,000 

STORES, EMPLOYEES, SHAREHOLDERS 

Number of stores (excluding foreign subsidiaries) 

1,638 

1.608 

1,541 

Stores opened 

87 

215 

149 

Stores closed 

57 

148 

86 

Number of employees (excluding foreign subsidiaries) 

17,100 

16.800 

15,800 

Contribution to employee profit sharing fund 

$ 5,300,000 

4,288,000 

4,350,000 

Number of common shareholders 

11,759 

12,294 

11,619 


NOTES: 

(A) 1978 reflects the change to the LIFO method of pricing substantially all diamond inventories. See Note 1 to 
Consolidated Financial Statements. 

(B) Discontinued operations relate to the liquidation of the Levine Store Division. See Note 3 to Consolidated Financial 
Statements. 

(C) See Note 5 to Consolidated Financial Statements for discussion of Federal income taxes. 

(D) Extraordinary items, net of related income taxes, have been combined with earnings from continuing operations (a 
loss of $856,000 in 1972, and a gain of $1,771,000 in 1969). 

(E) The 1978 through 1975 dividends on Class B common stock were paid in both cash and stock. 

(F) Except where indicated all information reflects continuing operations. 
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1975 


553,613,000 

56,297.000 

28,583.000 

27,714.000 

(1,574,000) 

26,140,000 

2.11 

(. 12 ) 

1.99 

5.0 


.76 

.80 

.74 

8,467,000 

13,127,513 

13,186,795 


2.5 

210,696,000 

282,356,000 

21.41 

10.1 

14,499,000 

71,018,000 


1,478 
143 
126 

15,400 
4,166,000 
11 ,J71 


1974 


513,535,000 

57,261,000 

27,660,000 

29,601,000 

(791,000) 

28,810,000 

2.27 

(.06) 

2.21 

5.8 


.71 

.80 

.69 

6,472,000 

13,054,364 

13,134,122 


2.5 

199,297,000 

264,888,000 

20.17 

11.6 

14,325,000 

64,500,000 


1,461 

138 

75 

16,400 

4,421,000 

10,890 


1973 


439,505.000 

46,410.000 

22,625,000 

23.785,000 

(488,000) 

23,297,000 

1.82 

(.04) 

1.78 

5.4 


.66 

.80 

.64 

6,112,000 

13,095,196 

13,048,083 


2.7 

168.119,000 

243,670,000 

18.67 

10.1 

7,684,000 

57,143,000 


1,398 

132 

86 

15,000 

3,505,000 

10,027 


1972 


389,066,000 

36,380,000 

15,194,000 

21,186,000 

35,000 

21,221,000 

1.64 

1.64 

5.4 


.64 

.80 

.64 

5,894,000 

12,906,416 

13,045,319 


2.9 

160,321,000 

228,549,000 

17.52 

9.8 

11,702,000 

56.036,000 


1,352 

206 

79 

14,000 

2,826,000 

10,001 


1971 


339.393.000 

30,117,000 

11,743,000 

18.374,000 

(34,000) 

18,340,000 

1.46 

1.46 

5.4 


.64 

.80 

.64 

5,769,000 

12,537,809 

12,601,738 


3.6 

149,463,000 

204,382,000 

16.22 

9.4 

14,188,000 

49,968,000 


1,225 


13,100 

2,614,000 

9,697 


1970 


321,081,000 

38,468,000 

16,024,000 

22,444,000 

826,000 

23,270,000 

1.83 

.07 

1.90 

7.0 


.64 

.44 

.64 

5,690,000 

12,279,244 

12,383,797 


2.7 

136,138,000 

187,528,000 

15.14 

12.9 

19,893,000 

40,537,000 


1,132 


12,300 

2,929,000 

10,110 


1969 


269,759.000 

36,806,000 

14,843,000 

21.963,000 

1,108,000 

23,071,000 

1.93 

.10 

2.03 

8.1 


.61 


.56 

4,988,000 

11,365,252 

12,124,294 


3.4 

129,301,000 

161,500,000 

13.32 

17.0 

12,625,000 

24,473,000 


1,027 


11,400 

2,702,000 

9,494 
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